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2) Estimated Average Retai/COGS and SG&A per Line Based on 
Existing Wireline EBITDA Margins 
- Assumes residential wireline margins are equivalent to total wireline margins 

3) Calculated Wholesale EBITDA Contribution 
- a) Rt imated average wholesale COGS and SG&A per line 

~ Assume 5% avoided cost in COGS, 20% avoided cost in SG&A 

- b) Compared this cost structure to revenue from wholesale UNE-P rates 

COGS S.G&A EBITDA %of  COGS % of S,G6A Calculated I I 
(% of sales) (% of sales) margins avoided avoided EBITDA margins 

20"h I -24% SBC 3 W O  2 5 % 40% 5% 

20% 13% 

VZ 3 1 Yo 24% 45% 5% 
BLS 2 i %  23% 50% 5 70 



.... ... - SBC - UNE-P Average ($3.51) vs. Retail Average $13.53 

- BellSouth - UNE-P Average $2.47 vs. Retail Average $18.12 

-5 

i'> 
-10 ! 

- Verizon UNE-P Average ($0.68) vs. Retail Average $14.59 

- Q6est  - UNE-P Average $1.03 vs. Retail Average $14.69 

EBITDA pet UNE-P Iinc IS ncgahvc 

, 18 slaks gencralc ncg EBlTDA per UNE-P line 
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0 4) Estimated Future Line Loss in Each State 

- SBC: Lost 692K lines to  UNE-P in 2Q. up from 358K in 1Q 

- We believe roughly half of these were in June alone 

- AT&T entered IL and OH in mid-June, CA in early August 

- We expect line loss of l rn  in Q3 and 1.2m in Q4 .. 
- BellSouth: Lost 278K lines to UNE-P in 2Q, up from 239K in 1Q 

- Losing 100-1201 quarter to reseller in Florida 

- AT&T in Georgia and i s  likely t o  enter Florida as well 

- We expect line loss of 300K in 4 3  and 400K in Q4 

- Verizon: Lost 110K lines to UNE-P in 2Q. up from 64K in 1Q 
.,? ;1 

'1 - AT&T increasing marketing expenditures in New York 
1 ,  f" . .  - Announced entry into New Jersey in September 

- Expect t o  enter Pennsylvania in 4Q 

- We expect line loss of 230K in Q3 and 500K in Q4 

* llllS \ \ ' i l l h l l ~ ~  
?4 





+ Downgrading the Bells (BLS, SBC and VZ) 
- Expect the group t o  perform inline with the market over the next 12 months 

~ Dividend yields should provide a backstop on valuations 

+ Economics of UNE-P worse than expected for the Bells 

Will put additional pressure on Bell margins and earnings 

SBC and BellSouth are the most exposed 

0 Line Losses Will Likely Accelerate in 2HO2 
~~ AT&T and MCI 

~~ No near-term regulatory relief expected 

@ Long Distance is  Only a Partial Offset 
-- Local revenue i s  much higher margin than long distance 

- To breakeven on the EBITDA line, Bells need to  add 5.4 long distance customers 
for every UNE-P line added 

8 2003 EPS Estimates are Too High 
- We now expect 2003 EPS t o  decline 1.8%; the Street still forecasts growth & 1111~ \ \ i \ l ~ I ) ~ l l ~ ~  

)6 
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United States 
Telecom Services 

Regulation pressuring RBOC profits 

I I Industry update 

Hold 
RBOCs' core profa center is under severe attack from Competitive 
forces. Regulators have reduced UNE pricing such that CLECs are using 
UNE lines to penetrate the residential and small business markets. In 
our view, until UNE pricing becomes more rational, the RBOCS Will 

suffer steeper profitability squeezs from CLECs using UNE lines. 

BellSouth Corporation 
Pwest Communicalions 
SBC Communications 
Verizon Communications 

b CLEC Denetration risinq: By the end 0' 232' according 10 the FCC. Bruce J. Roberts 

b 

b 

b 

.~ . - .  
C-ECs accounted tor 10.2% of the natim.3 192m switched llnes UD -12124233459 

b-uce robenS@akrcom 
f r o 7  7 i ' O 0  12 months earlier. a 3?", increase in market Share Cable 

teieDbony . ; i e s  are mcreaslng at a slightly faster rate !han overall CLEC 
i,nes BY :ne end of 2001, according to the FCC. cable telepnone lines 
corstltdled 1 l o o  of CLEC lines (?.2m lines) a i d  l o o  01 all switched line5 

Lost ILEC profits: lLECs lost 1.5m lines in the last six months of 2001 
in ! l e  form of UNEs (unbundled network eiements) to CLECs. w h c h  we 
es: ma!e comes to S1 bn in lost annualized sales. most of w h c h  15 pure 

~ r c ' ~ t  Ir a six-month span. then. after :axes ILEC Dottom iines lost 

a m j :  S325rr ;- net mcorne and SZ 2 ~ 1  , P  clari(e! caoitalizatisr 
a s i j m i r ?  a : 3 x  ?,E mult!ple The Bells conlrol aDo4 9 C o o  o':ne " a o r  s 
IncdmDen: access lines. so the icBOCs primarily tnrougn UhE ICs: 

S4on r TarKe1 CaD,laliZalion in the las! half of 20s' The 3e!is currently 

nave a S2203n eouity market cap. meaning That CLECs conceivably 
oectrcvec 2'- of Bell equity value IT Ine H2 ?OS1 

Some CLEC overbuilding: In H2 01 C L g s  gained 2 cm lines which 

WE belleve was created exclusively at the expense of the ILECs or 

'9 33: lines per business day. Some 01 these lines are los! to cable 

te<epnony or where CLECs build their own connections directiy to 
3usinesses In such cases. the CLEC has overSuilt or ComDIeteiy 
severed the connection between the ILEC ano Ihe custorne:. removing 

I ~ E  I i E C  from 10090 01 their former revenue stream 

Ratings: We maintain our Hold ratings on BellSouth Corp., owest 
h m m c a t i o n s ,  SBC Communications and Veriron Communications 

William P. Carrier 
-12124233457 
wllilarn carneradhb corn 
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I Investment summary and 

izgu:d!ors d i e  I0:Clng 

~ n D : O f ~ : d w  'eSdle P m n g  uGGn 

!ne oca1 lncustr; through 
UNEs 

The concern isn't the CLECS. witn a weak CaDilal market. and 1h2 techno buDble-DU:St. 

tne money CLECS neea IO bu lk  out a local networK Is NOT available In tne pubilc Or 

bank markets Iron,caliy, the impact 01 CLEC competition has never been more 
NEGATIVE io, RBOCS ,we interchange the terms RBOCS and ILECS~. wny? Because 

the regulators are lorcing unprohtable resale pricing upon the local inoustry tnrough 
Unbundled Network Elements. or UNEs What are UNEs? 

UNEs are networK elements' - switchilg copper lines data base hookups. fiber 

trunks into onlce buildings. etc.. that tne RBOC is lorced to lease to the CLEC When a 
CLEC uses UNEs INSTEAD 01 building Out its own copper loops. switches. etc.. It 

a v o m  major caollal expense. and 'rides' the RBOCs' investments made over 
decades When 6aDilal flowed freely 10 C-ECs in the 19905, CLECs took that money 

and decidea Io  butlo their own networks. At the time that seemed to be a rational 
decision: money woda @e available from Wail Street 'forever'. and an owned network 
would De more prolilable tnan a lease0 one - eventually Unfoflunately for those 
CLECs that overbuill over wide geographlc territories, (.e.. the "XOs" of the world that 

declded there was a business case lor a 'national -local' infrastructure lhai served (in 

retrospect) way too many cities. thereby never achievlng density - the key 10 local 
profitability - the capital markets drled up Lelt. were the llould CompetllOrS to the Bells: 
ATgT and MCI (untW now). who, over the last two years. have taken up UNE. Or 

leasing. rather than constructing a second local nelwork a5 lhe means to compete. 
W d V ?  

ATST ana h4GI are very conCerneo a m u :  1os:ng long distance customers to the 

P3OCs So even )i LINE 1s~ ' :  as 3vl: !a5#e as o i c i ~ p ~ g  you, own nelwork by being able 
to oner local sewice aromplly lwhich VNE ena31esl and at a decent profit (which UNE 
enaDlesi. the long oistance carriers can Combal Ion; distance Customer defection. 
making THEIR foray into teasing loca. sewices more prolilable by avoiding lost long 

distance revenues, lhar ar  " X 3 '  codd have 

b Hence, Ine recei! 'aoid en!v i l t c  ions dis!arrce by the RBOCs has been 

accompaned by a rapid expansion 01 Ihe use of  UNEs by CLECs. principally 

ATgT and MCI 

b States rule over :ne ;e% o r  local lelephony Srares have been widening the 
UNE aiscount - 10 :ne detrimen: of :he 3aOCs - as a quid pro QUO 10 ABOC 
long distance entry Local prolil margins are much faller (4590) than long 
distance margins i25%),  so the current Irade-olf is a loser for the RBOCS. 

2 
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"The cream skim" - business, 
population density and 
demographics 

The current conpetilive policies favor rich residenlial customers la1 
slates with greater population aensity 

sinesse 

4 5  01 C t E C  ilnes se l yeo  
resicential anc smaii business 

markets 

According to the FCC. 55iQn of CLEC lines served medium and large businesses and 

government customers In contrast. just 2340 of ILEC iines served such customers. 

Conversely. 455. of CLEC lines served residential and small business markets. 

while over 75% of Bell l ines served lower profit residential and small business 
lines. Businesses and government ofllces are more densely packed. and spend more 

per axes5  line thar res.0enls 

Thus. the ILECs are l e t  holding the 'bag' - serving more of the costly [read. 
geographically dispersed! and lower Daying line base We view the 'cream skim' as 

one of the most compelling arguments that local competition regviation is aestruclive 

and illogical 

Year-end 2001 E CLEC line composition 
Figure 1: CLEC ~ECCIS liner. 1999-2001 
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TIlr Foal of tnE 1996 Act  was to 

c r e a i t  lht environment tor local 
cnnpeti:ior not c r e a k  local i 

COmDElltiOn 
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I Cas;? teiephonf penetralion I S  

NxrEaslnq e ' e n  laste. than 
I o;erall C L E C  penelral ion 
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Overbuild: 3 3 ~ ~ .  but in key sectors much lower 
of the 334, OVerDUl~a percentage we estimate mat unoe: 5 = ,  ,3 res,ai.-,:#a '115 aF? 

overhulll lines we oeileve this I S  a IeImG statlsllc anc pernaps the m s :  '-3sSai: - 
th,S repoi: In thE 9s a: year-en0 2337 inere were 13am reS:5?-! a a-c rial, 

business lines The majority of overcuilt lines are business lines w' l -  a 
concentra~,on on meo~um and large szec 3usinesses Our Y ~ E M  1s 1-a: tns c..:rel: 

rules forc~ng RBOCs IC resell local lines 10 CLECs at very aeep discounts are of! 
coarse The goal of the 1996 Act was to Create the environment for local 

competition, not create local cornpetition. Allhougn seemingly sublie. Inis 1s a huge 
dlstinctlon Tne toea IS  lnat 10 produce new, excltlng services ana prlctng programs 

requires a comoet,:or to proviae new, exciting Services How can tnat Occur if the 

CLEC 1s resellrng the RBOCs' service7 With only a 339, overbuiloing rale. the desired 
outcome of the Ac! 1s unaccomplished Tne idea was to give Ihe CLECs a means to 
build customer Scare ucon which they could then lustily building their own nelwork. 
since this IS an 113~1slry of scale IT point of lacl. the growth in UNE line5 IS 

accelerating. aesplte tne lac: lnat the DaSe of CLEC cuslomers 1s also expanding With 

UNE. the CLECs are merely behaving as rational decision makers. If 11's cheaper and 
less rlsky to resel' ra!Pe' tnan build tnen r e s d  15 the answer Unlike the long dislance 

industry. which ts less o' a natural monogoly since I: lakes ius1 severalbn dollars and 
IWO IO three years IO buAla a national networn exceot for Ihe cream of the business 

market and the cream , e Jemograohicaliy 3eslrabie Iread. rich homeowners who 
can buy many serwces resloentiai market. a new national loca! network IS unlikely to 

emerge. We won't get into "wnat ils." bul unaer a more ralloral local compelitive 
framework. overbuiloing mignl have occurred 10 a greater eRen1 

Sinking the sunk costs 
Overbuilding erases any revenue contribution from former customers or prospective 

customers that woj ld  have use3 a Be!' I <  a i  overb;llding CLEC wasn't around It lully 

'strands' the lines' assex Tbe DuSiness Case ' s  east,: IC sverbuilb because they are 

locale3 11 office ouiloings ana otnenwse cacxe3 more aensely So tne cream skim' 

has oeen accompanlec cy  tne '0ve'Du:'z -Pa' is fo r  years. CLECs such as Time 

Warner Co!n!TunlcatioPs PThT Sus ' - ts+ a 1 3  WcrldCom 5 MFS I a l l h o u g  we believe 

one of WCOM s oownlal~ was !!s ,nabhi). IC izverage !ne MC! long distance base and 

'DacKSell' an MzS ioca, orooU;i intc , ! '  nave Deen cu:loing tnelr own trunks mto 
business locations either lul ly oyoasmc :QE i.EC or DernaDs renting minimal network 
Subsegments s k h  as r n ~  (as: llnm Inlo a o a ~ ~ a ~ n g  how. caD;e telephony 1s copylng the 
CLECs on me reslaenlial S ~ O E  By p iggyoaxng onto lne cable television nelwork. they 

lound an economlca. way I C  overDIil>o IRE less oense resiaentlal base. a danger 10 the 

Bells thal have concernec us lor some time FCC siatisitcs snow cabie telephony 

penetralion increasN1; ever- fasle. mar, overa!l CLEC peneIra1,or. and ATBT 
Broadband reponed in Ci 32 lhai fc,  me !;,s! m e .  11s cable leiepnony operations are 
EBITDA-posltlve. valfoation !na: a means I O  crack' ine natura! monopoiy the local 
resldenlial marnet exists ! I  SIN takes a IDI longer IO oepioy a :able Ielephony line than 
a UNE line Thus. c a m  leiephony is probaaly impacling residentia! lines' margins. but 
not laking significant marrel share 

5 



- - 

9 

1 2 0 f  -. 

000 1 

000 i 

oooc 5 
0 

0 o o v  2 
0 0 0 5  i 

3 
0009  

000: 

r 

0 



L 

I 



8 . 
L 

t 
V:ire!ess cisplacement IS not 

- or'. aYec!, ic prirnar: a:cess 

h e 8  but I S  na$',ng a 

- oevastating effect on R E  C 
seton: lhnes 

r 

I 

I 

meChan,Sm 1s a,iL?w CCF.~~!'!?IS t i  >>:IC JC a a'pe eio;y ~ a s i  2' :-s::-i's - 5 :"?. 

through LINE eiemen!s or resale to T?Sh lus!,'y builoing tneir OWP ietirc.n 

Regulators forgot to notice that wireless is local 
competition, too 
ir, j U l y  2092 Local Teiephone ComDeiiiion repon. the FC: rd23neC :?a: is 
w,re le~s suix::l3ers increased from 79 l m  a: year-end 1599 io  122 4rn cy year-en0 
2001, or a 23 0.: GAG? With wweless carriers onering b l  buwe: m' lu te p.ans 
!ncluding leatuies Ih~e  Calier 13 and free roaming. wireless phones are revacing 
landlines for  n a i y  consumers As wire!ess companies conrinue IC D w i C  Ou! their 

networm and m p w v e  service quality. wireless dispiacement will increasingly dwAace 

4BOC landiines 

Wireless displacemel: IS  not only affecting primary access lines, but IS having a 

devastating elfect o r  R30C second lines Seconcl line growth lor the F13OCs IS 

declining rapidly. primarily as a result of wireless displacemen: of lhese second lines. 

For example. BLS reponed a 0 2  02 Second line YoY growth decline of 10 6% while 

S3C's second iines oeclineo 8 7 %  Y o Y  In C2 02 H~sio-~cnlly. second lines have 

increased  as^ mucn a5 t 5":-2Oc. YoY. and just two quaners ago we estimate that 
these second line were  decliling approximately 5', !I we estimate that the RBOCs 
combined for :lrr s e t o m  lines ai year-end 2331 and each second l i i e  Generares S5 
Der month wllr a 65': E3IT3A ma:gin. then S633m of EBITDA was generaled lrom 
RBOC second lines in 2031 This S633m 0 1  E3I73A is In danger of being reduced by 
109. per year primardy 3iie to wireless dtsplacement 

End result 
S1.4bn decline over last year 
Figure 3: RBOC local wtreline 

R e r e n u n  IsnOPrl  01 o r  c: P' 03 0' 01 0 1  01 0: a2 02 
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Regulators hurting consumers in long run 
Re.]ulators nave movec to an 
a c w e  stance IG recesion the 

insustr; 

The comoination 0' very loaq ing  oc !ne Dac o! small ai: i a 2 e  .rea:: AT&- 

CLECS, and a ccc ,though: to oe friendlb IO long o ts taxe  a i ^  C - E h  nc: 

R 9 3 C s )  proaoeo tne ~ r , c  to  Create lne uNE.?iat!orm, 0. U ? V E - ~  Tnc =CE 3e:ioeo 
that U N i s  shoulo De prtced at a theoretical level. tnat ts. wnat WSLIIC 1: i2S: f 2. a ?:ax 

new local neiwork :o acld an access [,ne The assumptions in:idoe s:ate-?!-tne-ar: 

networks thmrghout. and oedect capital and man-hour dep!oymen:s In otner WorOS. 

we belleve these are !maginary non-h1s1onc therelore. In our oD8n:on. lnls IS an 

unreasonable way to regulate an Industry Another related issue is that 01 regulallon 
altogetner in !ne 1 0  years 01 cowering tn!s mdustry, regula!ors have. 19 ou'vieu'. tanen 
an exponentially more ;nvolved role in the '.day-to-day" decisions about prlclng, 
mergers servjce ofleiings. inter-carrier relalionsnlps. e!c. than before lne 1996 AC!. 11 

wasn't suDposed to t u r i  out that way Regulators have moved to an active stance to 
reaesign the industry !rom a passtve stance where carriers knew the rules and 

operated fieetywi:nlr ther ,  They k leu '  wna! their returns would be, and didn't have to 
make the very risky types 01 investments RBOCs have made in the past few years to 
compensate for the loss of growth in the core business thal has destroyed shareholder 

value On top of mat !ne regulators have had the nerve t3 regulate me newer high-risk 

capltal return-croiects such as 3SL Now every carrier move IS scrulinized by a State or 

FCC hearing. siowing aown the COmmuniCalions revolution 01 the late 1990s. In the 

shoc run the consd5e: w:ns wllh tnese anlficially lowered local rQteS. In the long term. 

the consumer will suffer as JLECs cut their camtal budgets by 30% which will produce 

lewer services, more network outages. and crummier custnmer service. The regulators 
don't understand thal the local industry uniike tne long distance industry. is the closest 
thing in telecoms to a "natural" monopoly Wireiess. long distance and undersea 

networks cost less per 35-0 lo build. anc are constwcleo in a mallei 01 months or a 
yea: or two, no! ! h i  Ta-y years I! t a w s  I ?  b;#l'? a toca' landline network 
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